EXECUTIVE COMPENSATION IN U. S. BUSINESS FIRMS 



Bruce Leslie Sherman 



Executive Compensation in U. S. Business Firms 



By 



Bruce Leslie Sherman 

//■ 

B.S. Ed. June 1959, North Adams (Mass.) State College 
M.Ed. August 1965, North Adams (Mass.) State College 



A Thesis submitted to 



The Faculty of 



The School of Government and Business Administration 
of the George Washington University in partial satisfaction 
of the Requirements for the degree of 
Master of Business Administration 



May 14, 1972 



Thesis directed by- 
Phillip Donald Grub 

Associate Professor of Business Administration 



T147019 






c 



U// / 




library 

naval postgraduate school 

MONTEREY , CALIF . 93940 



TABLE OF CONTENTS 



Chapter Page 

I. INTRODUCTION 1 



Background 
Research Question 
Scope of the study 
Research Methodology 
Organization of the Study 

II. MAJOR ELEMENTS OF AN EXECUTIVE 

COMPENSATION PLAN 5 

Base Salary 

Supplemental Compensation 
Protective Compensation 

III. EXTERNAL INFLUENCES ON AN EXECUTIVE 

COMPENSATION PLAN . 20 

Tax Structure Changes 

PHASE II Executive Compensation Controls 
Unreasonable Compensation Claims 

IV. STOCK OPTIONS 34 

Qualified Stock Options 
Non-qualif ied Stock Options 
Phantom Stock 
Restricted Stock 
Tandem Stock Options 
Overall Considerations 

V. MOTIVATIONAL ASPECTS OF EXECUTIVE 

COMPENSATION 54 

Motivations of the Owners of the Firm 
Motivations of the Executive 

VI. TRENDS IN EXECUTIVE COMPENSATION 72 

Individualized Compensation 
Sto.ck Options 
Bonus Plans 

Tax Shelter Investments 



ii 



VII. SUMMARY AND CONCLUSIONS 83 

Summary 

Conclusions 

Suggestions for Further Study 
BIBLIOGRAPHY 92 



iii 



LIST OF TABLES 



Table 

1 . 

2 . 

3. 

4 . 

5. 

6 . 



Salary Schedule Contrast 

Summary of Salary Pyramid Characteristics 
Illustrative Tax Computation - 1972 . 

Gains from Stock Options 

Developmental Concerns of a Company . 
Maslov/' s "Hierarchy of Needs" .... 



Page 

7 

8 

26 

52 

60 

64 



iv 



LIST OF ILLUSTRATIONS 



Figure Page 

1. Income and Capital Gains Tax Rate Changes . . 24 

2. The Changing Mix of Stock Options 35 

3. Relation of Stock Option Grants to Base 

Salary 49 

4. Deterministic Aspects of the Objectives 

of the Firm 56 



v 



CHAPTER I 



INTRODUCTION 

BACKGROUND 

The business firm in the United States has recently found 
itself faced with a major shift in the forces which operate to 
determine the usefulness of a particular executive compensation 
plan. A plan is considered to cease to be useful when it does 
not optimize its contribution to three basic purposes. The 
basic purpos'es of such a plan are the satisfaction of the 
financial needs of executives, the motivation of executives 
toward more successful achievement of company objectives, and 
the Inducement it offers in the recruitment of executive talent. 

The nature of the current dilemma in maintaining an effec- 
tive executive compensation plan was described in Business Week 
as one in which "a new (tax) reform bill, a bear market on Wall 
Street and galloping inflation have thrown corporations into a 
turmoil over how to pay their top executives — particularly those 

p 

who reap $75,000 to $100,000 a year." 

These changes have shifted the foundations upon which many 
approaches to executive compensation have been built. Therefore, 

■^•Peter F-. Drucker, The Practice of Management (New York: 
Harper and Row, 194-3), p. 63 . 

^"A Confusing Payday for Men at the Top," Business Week , 
(October 10, 1970), p. 80. 
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it was considered timely to undertake a review of the executive 
compensation problem with the aim of identifying viable alter- 
natives which are available to the firm. Rudimentary to this 
review is the establishment of a frame of reference with regard 
to the major considerations around which an executive compensation 
plan is developed. 



RESEARCH QUESTION 

The primary research question explored in this study is: 

What are the major considerations in developing a viable executive 
compensation plan for a business firm? 

In order to properly respond to this question, it is 
necessary to consider the following subsidiary questions: 

1. What are the major elements of an executive compensation 

plan? 

2. What are the factors external to the firm which impact 
on an executive compensation plan? 

3. What compensatory options are open to the firm? 

4. What are the motivational aspects of executive compen- 
sation? 

5. What are some significant innovative trends in executive 



compensation? 
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SCOPE OF THE STUDY 

The study is approached from the point of view that the 
executive compensation dilemma facing industry today is 
sufficiently revolutionary in implication that a comprehensive 
review of the foundations of such a plan is in order* Therefore, 
the scope of the study will include an analysis of the major 
elements of an executive compensation plan. The focus of this 
analysis will be organized in terms of base salary, bonuses, and 
deferred compensation. 

Preliminary research has indicated that base salary, and to 
a lesser degree deferred compensation, intended to serve the 
security needs of the individual executive, offers fewer oppor- 
tunities for innovative approaches to compensation than do 
bonuses and other devices which relate to fostering the entrepre- 
neurial spirit* Therefore, emphasis will be placed upon 
identifying the options available to the firm in this latter 
area* The study will attempt to look at each major option in 
terms of its basic nature, its advantages, and disadvantages from 
the viewpoints of both the firm and the individual and the 
circumstances which foster its use. 

Current literature on the subject of executive compensation 
is replete with suggestions for more effective management of 
compensation programs, approaches for greater personalization of 
programs to meet individual executive needs and predictions 
concerning the form executive compensation will take in the 1970's. 
Several noteworthy proposals will be presented in summary form. 
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RESEARCH METHODOLOGY 

Research for the study consists primarily of secondary 
sources. The theoretical approach is considered superior for 
the purposes of this study since the emphasis is on what ought 
to be, not on what is being employed to provide suitable executive 
compensation. 



ORGANIZATION OF THE STUDY 

The study is structured to incrementally develop a frame of 
reference which could serve as the basis for formulating an 
executive compensation plan for any publically held business 
firm. Each of the major areas of consideration is related to the 
overall environment and selective factors of major consequence 
in. each of these areas is explored in greater depth. 

Chapter II identifies the elements of an executive compen- 
sation plan and provides an understanding as to how these 
elements relate in providing the structure of a comprehensive 
plan. Chapter III explores the major influences from outside 
the firm which can have a significant impact on a plan. Chapter 
IV Is an in depth study of the various forms of stock options; 
the historical means of building an entrepreneurial incentive 
into executive compensation. Chapter V explores the motivational 
considerations of both stockholders and top executives. Chapter 
VI provides an exposure of some current innovative trends in 
executive compensation. Chapter VII contains a summary and 
conclusions from the data presented in the preceding chapters. 
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CHAPTER II 

MAJOR ELEMENTS OF AN EXECUTIVE 
COMPENSATION PLAN 



The focus In studying the elements of an executive compen- 
sation plan will be from the point of view of the top two or 
three executives in a business firm. Executives at these levels 
in a corporate structure are in a position in which they bear 
responsibility for success or failure of the enterprise. In 
addition, they are usually individuals who have proven themselves 
to be of exceptional caliber and represent an asset upon which 
the fortunes of the business are dependent. Therefore, it can be 
appreciated that the executive compensation structure has to be 
designed to attract men competent to accomplish company objectives 
and motivate them to seek greater responsibility in the company. ^ 

A comprehensive executive compensation plan for these top 
caliber executives and their understudies can be seen to require 
the granting of a competitive basic salary and a means to provide 
a reward for achieving success in the management of the corpora- 
tion. A third requisite of a plan is to provide a means by which 
an executive can hope to eventually retire and have a sufficient 
Income to offer him the opportunity to enjoy the pleasures he had 
to forego during his active pursuit of corporate success. Thus, 

^Arch Patton, Men, Money and Motivation (New York: McGraw- 

Hill Book Co., Inc."j 19^1) , p^ 67 . 



